Will EuroSox also be a regulatory overreach, as its American counterpart SOX?

By Kersi F. Porbunderwalla

The Sarbanes-Oxley (SOX) act of the USA is often classified as intrusive, expensive and heavy-handed. Will the corresponding EU directives provide the ability to keep away the adverse effects of the American regulations?

Over the past decade, interest in the part that Corporate Governance, Risks and Compliance (GRC) plays in developing, transparency, accountability, conflict of interest, internal controls, economies, and particularly in capital markets, has increased in the European Union and its Member States.

The adoption of a common European currency, the free-flow of capital, goods, services and

people across EU borders, the competitive pressures of globalisation, the realisation of new technologies, the growth and diffusion of shareholding, and increased merger activity among large European corporations and among Europe’s largest stock exchanges, finance scandals in several member states, all creates tremendous interest in GRC by the European issuers and investors. 

Member States and the European Commission in understanding the commonalities and differences between national corporate governance practices, and any related barriers to the development of a single EU capital market. These developments together with international GRC legislative activities have resulted in the adoption of the revised 4th, 7th and the 8th directives.

What is EuroSox

Recently a journalist from a European business daily asked me what in reality EuroSox is and how will it affect the European stock listed companies. The question was in relation to the amendments to the European Unions 4th and 7th Accounting directives of the 14th July 2006.

My answer was that contrary to the general belief that it was the amendment to EU’s 8th directive that started the EuroSox fever in Europe, it is in fact the amendments of the 4th and 7th directives of 14th July 2006, which in reality lay the groundwork for implementing the 3 directives (EuroSox)

Publicly traded companies must disclose risk management activities in the annual report. These amendments require the management of companies listed on a Euroland stock exchange to:

Disclose as an independent chapter in the annual report on management responsibilities. The disclosure must contain information and methods with regards to:

· Principle elements of the risk management system

· Principle elements in implementing internal controls initiatives 

· Exemptions related to national regulations

· Description of the Corporate Governance codex.

In addition, companies with consolidated annual report must disclose information on established systems to mitigate risks & control initiatives.

The directives result in an intensified disclosure from management. A full certification from the external auditors is still not in the compliance pipeline. However, the management is responsible to disclose a report that reflects a ’true picture’ of the situation in the company.

Very briefly the 3 directives cover the following areas.

4th directive 78/660/EEC

· Annual Accounts of specific type of companies

7th directive 83/349/EEC

· Consolidated accounts

8th directive 84/253/EEC

· Auditor and audit committee requirements

A synopsis of the requirements of the 3 directives is as follows;

· Effective Corporate Governance, internal controls and risk management 

· Safeguard shareholders' investments

· Increase in disclosure requirements 

· Establish audit committees 

· Improved Corporate Governance. 

· Strike balance between the benefits of additional requirements and costs and burdens.

Influences from Europe

Both SOX and EuroSox have established oversight boards to issues audit guidelines and are expected to be identical with inspiration from the revised AS5. There is however a basic difference in the manner in which compliance legislation is adopted in the EU. While SOX is based on rules, EuroSox is based on principles. EuroSox is open for a ‘comply or explain’ approach to compliance demands. Recent indications are that SOX is currently more inclined to relax the rules to a more principle-based approach like in Europe. 

Similarly USA is waiting to study the European experiences before implementing Basel II initiatives for the Finance and Bank sectors, in spite of experiences massive Savings & Loans failures in the early 1990’s. USA is expected to implement Basel II around 2010.

The same is the case with USGAAP. Current indications are that SEC is willing to consider adaptation of IFRS to decrease the cumbersome reconciliations involved in convergences to USGAAP. However a total integration to IFRS for US companies is several years away.

What European companies must start thinking abut is as follows;

Tough much of the internal control groundwork has been laid due to a climate of more intense audits since the advent of SOX, much relevant documentation and testing work that satisfy current compliance demands must soon be underway. 

Recent surveys have shown that material weakness in European company’s are found in the company’s control environment, design and testing of controls, treasury, training and competency of accounting personnel, and disclosure controls.

European pitfalls in Compliance 

European companies will not have to wrestle with the external auditors as compared to their American counterparts. However creating internal audit functions that address the revised risk definitions will be a challenge. Adapting the EU directives to the internal audit function must satisfy the stakeholders. Internal audit must be independent and competent to carry out the burdens of documentation and testing of internal controls. 

The competency of the finance department with regards to GRC regulations is another issue. The European finance departments are traditionally more intransigent. Now is the time to attend GRC training courses, and get a first-hand knowledge of the directives and translate these to comply with own requirements. They need to understand the fine print of the directives in order to comply with the GRC demands of the future.

Segregation of duties can be another problem for European stock listed companies. Management must address this issue and sustain a prudent control environment even with limited people in the accounting and finance areas.  

Reports from McKinsey, Harvard Business Review and others, show that poor accounting and internal controls affect both customer service and efficiency. European companies can take advantage of this opportunity of making their processes more stream-lined and competitive. Good controls and reviews of a company’s internal controls over financial reporting and compliance activities on the other hand can increase the company’s market capitalisation by approx. 10 %.

For further information on EuroSox, EU directives or information on European GRC issues, please contact Kersi F. Porbunderwalla info@eurosox.dk  or phone at +45 21210616
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